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To inquire today into the objectives of financial statements raises the ques-
tion of whether financial reporting has been without purpose since its found-
ing, which some would mark from Pacioli's efforts in the fifteenth century. 
The absence of articulated objectives all these many years should not dismay 
us. Implicit objectives often guide actions effectively, even if we cannot state 
them simply. Today's question is whether the objectives once understood and 
clearly accepted as appropriate for financial reporting still fit. My belief is 
that they are not wholly suitable for present information needs. 
We live in a world of accelerating criticism and complaint. The inquiry into 
financial statement objectives with which I have been associated was born in a 
swirl of controversy and complaint. Some of the complaint grew out of 
aversion to change. Change and the instinct to resist it seem always to have 
been a part of the human condition. Fast change leads to consternation for 
some, indignation for others, shock for still others—but to hope for a few. 
Changes in business have been outrunning changes in accounting. The result 
has been widespread criticism of financial reporting—paradoxically, from 
both those who press for change and those who resist it. Some of the criti-
cisms are valid, some are not. We should sort them out, deal with the substan-
tive ones and not waste time on the frivolous ones. 
Accounting has not had a very good structure for sorting things out. One 
of the reasons for this, in my view, is that the structure continued to be 
governed by the objectives of historic venture accounting long after the needs 
for that accounting were joined by new, important ones. Stewardship in a 
narrow sense has remained supreme as an objective. Stewardship now should 
be expanded to cover accountability to both the owners of an enterprise and 
those making economic decisions based on its financial statements. Stubborn 
adherence to a narrow view of stewardship may have been the root cause of a 
lag in financial reporting. 
Some observers have said that the principal need is a theoretical structure 
that is mindful of uses made of financial statements but not governed by 
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them. These observers see consistent application of logic as being more effec-
tive than a quest for uses because of the difficulties, if not the impossibility, 
of identifying user needs. Much has been written and said about this ap-
proach. 
The search for objectives has a different basis. It is geared to discovering 
user needs and directing financial reporting toward their fulfillment. This 
search will be continuing. No single inquiry can search out all user needs for 
financial information and develop a unified structure around them. Further, 
those needs are going to change. The structure will build slowly, but hope-
fully it will evolve with order. 
QUALITATIVE CHARACTERISTICS 
Some studies have stated objectives in terms of factors like relevance and 
materiality, dominance of substance over form, reliability, absence of bias, 
understandability, comparability, and consistency. These are qualities that 
apply to almost any system of thought: engineering, psychology, accounting 
or whatever. They do not identify the system. They do not lead to solutions 
of problems within the system. But they are necessary criteria. They are 
qualitative tests that accounting information must meet, but they do not 
serve as operational guides for the evolution of financial reporting. 
"DISCLOSURE-AND-CIRCUMSTANCES A P P R O A C H " 
The Objectives Study Group of the American Institute of Certified Public 
Accountants was formed after two other approaches to the advancement of 
financial reporting had been tried in the United States. The first of these 
could be characterized as the "disclosure-and-circumstances approach." It was 
started in the early 1930s, following the economic crash commencing in 
1929. Even by then the criticism of alternative accounting practices had 
begun to form. The first suggestion seriously considered for dealing with 
alternatives would have had companies disclose the accounting methods they 
were following. It was thought this approach would be a holding position 
until the circumstances of specialized accounting problems could be studied 
within the overall, not-too-well-defined set of accounting conventions so as to 
form the philosophy for the professional effort to advance financial report-
ing. Attending this approach was the hope that at the same time there would 
be developed a structure sharp enough in definition and precise enough in 
concept that consensus solutions could be arrived at fairly easily. This era, in 
the United States, lasted until the late 1950s, or for about twenty-five years. 
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The hoped-for framework of sharp concepts did not materialize; more and 
more the effort was being given to dousing fires. New problems were develop-
ing faster than old ones were being resolved. The incidence of alternative 
practices continued at an unreduced rate. Public criticism was saying that the 
approach had failed. My appraisal was different. Instead of failure, I viewed 
the approach as fulfilling significant needs in a manner suitable to the times. 
But the times changed; the approach ceased to fit. 
"POSTULATES-AND-PRINCIPLES A P P R O A C H " 
The second effort was the "postulates-and-principles approach" com-
mencing in 1959 with the formation of the Accounting Principles Board. The 
thought then was that the postulates, that is the accounting "givens," should 
first be discovered and stated. The "givens," in turn, would be used as the 
basis for developing accounting principles. The result would be a logical struc-
ture from which discrete and therefore compatible solutions could be devel-
oped. The ultimate result would be a substantial narrowing of alternatives. 
This approach did not work as well as was expected. A consensus concerning 
the postulates and related principles was never struck. The process of advanc-
ing the written expression of accepted accounting principles came to be much 
like the practice of the preceding era, when much attention was given to 
solution of specialized problems, often on a crisis basis. Alternatives persisted, 
and some of the ad hoc decisions to narrow them became so unpopular that 
the whole process came under fire. 
As an aside, I observe that any approach that relies heavily on ad hoc 
solutions is likely to suffer the same fate. Persuasion derives from argument, 
not assertion. Like the earlier era, the fourteen-year life of the Accounting 
Principles Board, ending in mid-1973, was described by some as a failure. 
Again I disagree. The output of the Accounting Principles Board was impres-
sive. But the point was reached where the structure could not be accommo-
dated to the changed environment. This is a story by itself—one that I will 
not now relate. 
"OBJECTIVES-AND-STANDARDS APPROACH" 
The third era begins in 1973 and is based on the "objectives-and-standards 
approach." Two groups were formed in 1971 to launch this era—one the 
Wheat Group, the other the Trueblood Group, which have come to be so 
named for their respective chairmen. The first group, which was concerned 
with the process for developing accounting standards in the United States, has 
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finished its work, and its recommendations have been carried out. The second 
group, which has been concerned with the aims of the process, has recently 
rendered its report. It is the second of these that has my attention here today. 
The basis of this approach is that needs of users of financial statements are 
paramount and should be ferreted out, then reduced to objectives, which in 
turn would lead to a structure within which accounting standards would be 
formulated. The standards in turn would support accounting methods and 
thus practices. It was recognized that the structure might appear to lack 
something in the way of logical deduction, because it would be based on user 
attitudes and differences in their understanding, which at times seem to defy 
deduction. 
Our Study Group comprised two company financial officers, three ac-
counting practitioners, two accounting educators, one financial analyst, and 
one economist. In addition, we had an attorney consultant and the full-time 
efforts of an imaginative staff of four to six. We deliberated for a little over 
two years. 
My appearance here today comes at an unusual time in the workings of 
our group. Our report was sent to the printer last week. Some changes could 
be made at the page-proof stage, but substantive ones are unlikely. We have 
not reported to the AICPA, the organization that gave us our charge. My 
report to you therefore must be viewed as tentative, and mainly as an expres-
sion of my personal views about the issues and about the way in which they 
are likely to be handled in the report. 
In our report we set forth, in a sense, a constitution that could provide for 
an eventual ordered arrangement of standards, methods and practices which 
will derive from the objectives stated in the constitution. Our conclusions 
might be characterized as philosophic. Certainly they do not offer solutions 
to specific problems. Our report does not, therefore, come up to the expecta-
tions of those who wished for ready solutions to complex problems. But it 
will furnish a direction. To some our conclusions will be wild, to others they 
will not be wild enough. 
SCOPE OF STUDY 
A hard question at the outset of the study concerned the extent to which 
we would accept as given what now is done in financial reporting. Initially, 
we said, "Let's start over." We soon discovered, of course, that we necessarily 
had to accept much of present practice if our study were to be manageable. 
This initial fresh-start view enabled us, however, to re-examine present prac-
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tice in the light of (a) how and why it got where it is and (b) the departure 
point it might afford for fulfillment of the needs of financial statement users. 
Our study recognizes that financial reporting should be responsive to needs 
for information about social goals, but attention is concentrated on the needs 
for financial information. We believe, at the same time, that the objectives 
recommended will lead to the presentation of information that will facilitate 
decisions advancing the common good. 
Because of limits of time, I refrain from discussing many details about the 
nature and scope of our research. In capsule form it comprised: 
• A survey of the literature 
• Solicitation of the views of some 5,000 organizations and individuals 
• Extensive personal interviews with approximately fifty people who had 
demonstrated insights concerning financial statements, as important preparers 
or users or as noted authors about financial reporting 
• Thirty-five meetings with institutional and professional groups represent-
ing major segments of the economy having an interest in financial reporting 
• Receipt of a number of treatises prepared by accounting firms and others 
dealing with objectives in comprehensive terms 
• A three-day public hearing where representatives of accounting firms, 
accounting organizations, financial statement user groups, companies and 
others summarized their views and responded to questions 
• Preparation of conceptual analyses and empirical studies by members of 
the staff 
We learned a lot from this research, and concluded that there is much 
more to learn. The views offered to us or elicited by us were wide ranging 
and, in some important respects, conflicting. This could be expected, since 
they were the views of preparers and attestors of financial statements and of 
users with interests varying from a regulatory concern to that of an investor, 
actual or potential, as well as those of special interest groups, such as con-
sumer organizations. But there were important common threads. 
UNCERTAINTY 
Perhaps the most important one was the concern about uncertainty in 
financial statements. The concern is a natural one, especially for an investor 
or creditor. The investor's concern relates to the amount and timing of the 
30 Accounting Principles and Problems 
cash that he may expect to receive in return, either as a dividend or realiza-
tion of appreciation, or as interest and return of principal if he is a lender. 
There are, of course, uncertainties as to both the amount and the timing of 
the cash benefit. The investor assesses this uncertainty and makes his decision 
on the basis of his own risk preference. It is fairly obvious that the threshold 
of investor risk acceptance covers a wide range, from virtually none to a 
highly speculative level. The investor is much concerned about the uncertain 
elements of financial statements and wishes to be in a position where he can 
assess them, compare them with those in financial statements of other enter-
prises, and make a decision in the light of his own preference for risk. There is 
here the cornerstone for a structure of objectives. 
If I may lay aside my central theme for a moment, I would observe that 
quite apart from user needs, uncertainty in financial statements and the sur-
prises that in some cases have ensued from it have been the root of consider-
able loss of credibility on the part of companies preparing financial state-
ments, and of accountants as constructors of accounting standards and as 
attestors. Users simply have not been prepared for the impact on financial 
statements caused by the adversities that some companies have experienced. 
Accounting can and should do a better job of signaling potential adversity, or 
for that matter potential improvement, and minimizing surprise. The objec-
tives that our group pronounced build on a pervasive concern about uncer-
tainty of cash flows and on the conclusion that financial statements should be 
as useful as possible for predictive purposes. 
OVERRIDING OBJECTIVE 
It was easy to agree on the objective at the top of the hierarchy. It is: 
Financial statements should provide information 
useful for making economic decisions. 
The subobjectives, working down to those that are operational, are hard to 
come by. 
We studied the decision-making process for different users and concluded 
that its common elements, especially with respect to the decisions of inves-
tors and creditors, were more important than the uncommon ones, and there-
fore that the objectives could be stated in a way that would lead to a single 
presentation of financial statements free of bias and fair to all. Further, we 
concluded that the objectives should be designed to serve primarily those 
investors whose information about an enterprise is limited mainly to its finan-
cial statements. To do otherwise would cause the needs of a large group of 
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users to go unserved or cause them to cease to be users. This does not mean 
that we are aiming at the level of Mother Goose-type statements, but rather 
that we believe the financial statements should be sufficient unto themselves 
in furnishing financial information helpful to an intelligent investor in making 
a decision that will satisfy his own investment risk preference. That objective 
and the framework for attaining it will, we think, also serve the needs of 
those who may have access to further information and greater resources for 
analyzing it. This objective aims at fairness to all users. 
COMMON ELEMENTS OF INVESTMENT DECISIONS 
In sum, the common elements of investment decisions are these: 
• Investors, including creditors, seek to predict, compare and evaluate the 
cash consequences of their decisions. They know the required cash sacrifice; 
they seek to estimate the resulting cash benefits, both their amount and their 
timing. 
• Each investor has a risk preference. But the risk preferences vary consid-
erably. Some seek little or no risk with respect to the amount of cash benefits. 
Some are interested in minimizing the risk concerning the timing of its reali-
zation. As to both amount and timing, the risk preferences range from small 
to large. 
Several overriding inferences can be drawn from this. Investors attempt to 
predict future cash flows that they can reasonably expect to receive either 
from the enterprise or from the sale of a security, and to evaluate the attend-
ant risk. Enterprises, as their goal, seek to maximize the cash return to their 
owners. Investors therefore seek to evaluate the ability of an enterprise to 
generate cash, that is, to realize earnings convertible into cash. This ability of 
an enterprise may be termed its earning power. The composite appraisal by 
investors of enterprise earning power underlies the market for its equity 
securities. Investors therefore seek satisfaction about enterprise progress 
toward fulfillment of its goal of maximizing cash returns to owners as a 
means of satisfying their individual goal of maximizing cash benefits. 
Pervading all of this is the aura of uncertainty surrounding financial deci-
sions and the range spanning the risk preferences of investors. It is inescap-
able, therefore, that predictability is an end to be sought in presenting finan-
cial statements. 
The objective of assisting users in evaluating and predicting the earning 
power of an enterprise and in comparing it with that of other enterprises, so 
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that they may fit their decisions to their risk preferences, leads to a frame-
work for the attainment of the overriding objective: 
• Financial statements should comprehend those transactions and events 
that have a direct impact on enterprise earning power. 
• Financial statements should emphasize information stated in terms of ac-
tual or prospective cash impact, but should not be limited to that information. 
• Financial statements should assist in the assessment of uncertainties by re-
porting facts separately from results of preparer assessment or from his inter-
pretation of the facts. 
• Information about value changes in financial statements enhances their 
predictive quality. Such information should be presented separately from the 
results of completed earnings cycles measured in terms of highly probable 
cash effect. 
V A L U E CHANGES 
The extent to which information about current values and changes in them 
should become a part of the financial statements is a key issue in formulating 
a framework for the attainment of financial statement objectives. An ideal 
portrayal of enterprise earning power, if foresight only were as all-seeing as 
hindsight, would be future periodic cash flows for the indefinite future. In 
this ideal state, income for a period would be measured by the change in the 
present value of the future cash streams between the beginning and end of the 
period, adjusted, of course, for capital changes. This ideal is unattainable but 
furnishes a guide. Current values of asset benefits are usually better indicators 
of likely cash flows than are cost measures. Accordingly, the predictive value 
of financial statements generally would be enhanced if current values were 
shown. 
There is a wide range of views concerning the direction and extent of use 
of current values in financial statements. Some would move rapidly toward 
their extensive use in the belief that the information they furnish is necessary 
to measure the economic position and economic income of an enterprise, that 
is, its change in well-being. Others would see a period of evolution, starting 
perhaps with disclosure outside the financial statements proper, but looking 
forward to including current values and changes in them as an integral, but 
separately disclosed, part of the statements. Others question whether current 
values should be shown except as a matter of disclosure where current values 
differ significantly from original costs. These various views were held also by 
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members of our group. Our views were unanimous, however, that no one 
value system taken as a whole and by itself furnishes maximally useful finan-
cial statements. Further, there was agreement that to whatever extent current 
values and related changes are a part of the reporting system, no one system 
furnishes universally relevant measures for particular assets and liabilities. 
Instead, a choice should be made among replacement value, exit values and 
discounted cash flow measures, asset by asset, on the basis of the relevance of 
the measure for estimating enterprise cash-generating ability. There is a con-
sensus in our group that based on user needs as they now are constituted, 
income measured in terms of highly probable cash effect should be shown 
separately from any income reported as a result of asset value changes. 
FORECASTS 
Forecasts in financial reporting would seem to meet the objective of pre-
dictiveness in financial statements. And they undoubtedly would meet it well 
if they could be prepared with reasonably little variation from actual results. 
Much needs to be learned about forecast variances (or degree of reliability) 
vis-a-vis usefulness of forecast data before it can be stated unequivocally that 
an objective is to include forecasts in financial statements. We did learn a 
great deal from the experience with forecasts in the United Kingdom, but we 
could not satisfactorily resolve questions concerning reliability of forecasts 
and their usefulness. Views among our Study Group members differ some-
what. They range from those who believe it clear that forecasts should be 
included in financial statements to those who conclude that there is little 
evidence in sight now indicating that forecasts should be made a part of 
regular financial reporting. There was unanimous agreement, however, that 
financial statements should provide information useful for predicting, and 
that forecasts should be provided when they would enhance the reliability of 
the user's predictions. 
ACCOUNTABILITY 
By no means did our group abandon or downgrade stewardship as an 
objective of financial statements, but we would broaden it to include other 
aspects of accountability. A n enterprise clearly is responsible to its owners for 
care and prudence in the handling of enterprise assets and its affairs. When an 
enterprise offers its securities for sale in a public market and presents its 
financial statements to those active in the market, it takes on accountability 
to a considerably larger group that includes all those that are making the 
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investor decisions of sell or hold or buy, and lend or not lend. When viewed in 
this light, accountability broadens to comprehend inaction as well as action, 
value as well as cost. The degree of conservatism that is proper becomes a fine 
line in this context, and in a sense becomes a function of any difference in 
the intensity of reactions to adverse developments on the one hand and 
favorable results on the other. 
Our conclusion is that the framework for attaining the objective of assist-
ing users in predicting, comparing and evaluating enterprise earning power 
will apply with equal force to the attainment of the objective of accounta-
bility in the broad sense. A fortunate result, but a real one. 
FINANCIAL STATEMENT CONSIDERATIONS 
Let me glimpse the future. What could happen to financial statements if 
our conclusions were to furnish the direction for their evaluation? Keep in 
mind that this is my look into the future, and only a glimpse at that. Some 
members of our group undoubtedly will see the future unfolding in ways and 
at a pace different from the way I see it. 
The basic financial statements would continue to be threefold: a status 
statement presenting financial position, a progress statement presenting earn-
ings, and an activities statement summarizing the transactions and events that 
affect highly probable cash flows. 
At the outset, and for a time, the earnings statement would show a mea-
sure of earnings resulting from the matching of highly probable cash benefits 
and highly probable cash sacrifices. This measure of earnings would meet a 
"tight" test, that is, in the parlance of today, the earnings would be high 
quality. Unrealized changes in current values of assets (and possibly liabilities) 
initially would be shown supplementally. Later they would become a part of 
earnings, but I expect the so-called "tight" portion of income would continue 
to be reported separately. 
Similarly, at the outset the statement of financial position would show 
assets and liabilities for which the cash benefits and sacrifices are highly 
probable. Later, it would show current values, but separately from highly 
probable cash measures based on transactions in the conventional sense. I 
would not be surprised to see the development of a separate articulated 
statement of uncertain assets for items like research and development expen-
ditures. 
The third statement, a statement of financial activities, would summarize 
transactions with minimal interpretations. It would emphasize highly prob-
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able cash effects, and thus analyze changes in quick assets. Commitments, 
backlog and other information bearing on prospective cash flows would be 
shown as a supplemental part of the statement of financial activities. 
Information shown in all three statements would distinguish, by way of 
classification or otherwise, between fixed and variable costs and give an indi-
cation of discretionary costs. Narrative information would be expanded to 
give an indication of enterprise results vis-a-vis its industry as well as the 
economy as a whole. 
Historical cost would not be an end in itself, but it would be a frequently 
used surrogate for highly probable cash measures of sacrifices and benefits. 
Current value would not be an end in itself either, but rather would often be 
used to indicate prospective cash benefits and sacrifices. The particular cur-
rent value measure used would depend on whether the asset is expected to be 
sold or used. 
The speed of developments in these directions will depend on several 
factors, including: 
• The sharpness of definition of the objectives themselves 
• The will of enterprises to experiment with different financial statement 
presentations 
• And, in the final analysis, the extent to which users and the financial 
community find the results understandable and credible 
Believability, which is a necessary quality of all financial presentations, is 
highly fragile and therefore requires careful handling. 
CONCLUSION 
And so, to state objectives is one thing; to attain them is another. The line 
between accounting objectives and their application is a fuzzy band. The 
band needs to be narrow if objectives are to steer practice. If the band is too 
narrow, however, the objectives will become obscure. Our group believes that 
its conclusions provide a direction. We humbly trust that it is the right one. It 
will not, of course, lead to a millenium. The search for objectives is ongoing. 
The process is one of finding a direction . . . aiming at a goal . . . and then 
resetting the compass when the goal shifts or financial reporting gets off 
course. • 
